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SUBJECT: Heal th Insurance Deduction/ Sel f-Enpl oyed I ndivi dual s/ 100% of Amount Paid

SUMVARY

Under the Personal Incone Tax Law (PITL), this bill would all ow self-enpl oyed
i ndi viduals to deduct fromgross inconme up to 100% of the cost of health
i nsurance. The deduction woul d be phased in from45%in 1999 to 100% i n 2007.

EFFECTI VE DATE

As a tax levy, this bill would be effective upon enactnent and operative for
taxabl e years begi nning on or after January 1, 1999.

LEG SLATI VE H STORY

AB 130 (1999), SB 305, SB 1991, AB 2107, AB 2131 (1997/98)

SPECI FI C FI NDI NGS

Exi sting federal |aw provides for a deduction in determ ning adjusted gross
incone (AG) of 60% (effective for 1999) of a self-enployed individual’s cost for
health insurance. Federal |aw also allows the deductible percentage to increase
increnentally to 100% begi nning in the year 2003. The percentage is increased as
foll ows:

1999 t hrough 2001 60%
2002 70%
2003 and thereafter 100%

Prior to the enactnent of the federal Tax and Trade Relief Extension Act of 1998,
(TTREA) the federal deductible percentage increnmentally increased from45%in
1998 to 100%in 2007.

California |l aw provides for 40% of the cost of a self-enployed individual’s cost
for health insurance to be deductible in determ ning AG .

Under both federal and state |law, “health insurance costs” include prem uns paid
for health insurance of the taxpayer, taxpayer’s spouse and dependents. Certain
qualified “long termcare prem uns” are al so considered health insurance.

Additionally, under both federal and state |law, a deduction for health insurance
for self-enmployed individuals is not allowed fromgross incone if the individua

or individual’s spouse is eligible to participate in any subsidized health plan

of any enpl oyer of the individual or individual’'s spouse.
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The deduction fromgross inconme is limted to the extent of the individual’s
federal earned incone fromthe business fromwhich the health coverage was
est abl i shed.

Finally, under both federal and state |aw, the cost of health insurance incurred
by a self-enployed individual that is not deductible in determ ning AG may be
taken as an item zed nedi cal deduction. I|tem zed nedical deductions are limted

to the amount that exceeds 7.5% of the taxpayer’s AD. Al individuals may
deduct health insurance costs paid by the individual, which are not excluded from
incone, as an item zed nedi cal deduction subject to the 7.5% Ad fl oor.

This bill would increase the percentage of health insurance deductible by self-
enpl oyed individuals fromthe 1999 | evel of 40%to 100%in 2007, as follows:
45% in 1999,

50% in 2000 and 2001,

60% in 2002,

80% in 2003 through 2005,

90% in 2006, and

100% i n 2007 and thereafter.

These phase-in amounts follow the federal phase-in amounts prior to changes nmade
to those federal rules by TTREA in 1998. The author’s staff has indicated that
the bill will be anmended to increase the California deductible percentage to 60%
begi nning in 1999 and thereafter.

FI SCAL | MPACT

Depart nental Costs

The provisions of the bill
costs.

woul d not significantly inpact the department’s

Tax Revenue Esti mate

The revenue | osses fromthis provision are estimated to be as shown in the
foll owing table.

Fi scal Year Cash Fl ow I npact
Effective 1/1/99

Enact ment Assumed After June 30, 1999

$ MIlions
1999-00 | 2000-01 | 2001-02 | 2002-03 | 2003-04 | 2004-05 | 2005-06 | 2006-07
($7) ($9) ($14) ($32) ($56) ($63) ($78) ($109)

Thi s anal ysis does not consider the possible changes in enploynent,

i ncome,

or gross state product that could result fromthis neasure.

per sonal
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Revenue Di scussi on:

The revenue inpact of this provision will be determ ned by the nunber of
sel f-enpl oyed i ndividual s who claimadditional insurance deductions and the
average marginal tax rate applicable to the deduction anounts.

This estimate was developed in the followi ng steps. First, the nunber of
California resident taxpayers who currently claimthe self-enpl oyed

i nsurance deduction was calculated fromreturns filed for 1995 (425, 000).
Second, the 25% deduction amount for that year was calculated to be $839 on
average for returns filed in 1995, naking the average annual health

i nsurance prem um $3, 356 ($839 x 4). Third, the estimated nunber of
qualified taxpayers for 1995 was grown at 5% per year to yield 517,000
qualified taxpayers for 1999. Fourth, the insurance prem umwas grown at 7%
per year to yield an average $4,399 insurance premumfor 1999. Fifth, the
total deduction at 40% was cal culated to be $910 mllion for 1999, and the
anmount deducted for health insurance prem uns on Schedul e-A was cal cul at ed
to be $326 mllion, generating a total deduction anount under current |aw of
$1,236 mllion. At an average nmarginal tax rate of 4.5% (conputed by the
PIT mcrosimulation nodel for self-enployed individuals), the current |aw
revenue loss for 1999 is $56 mllion. Sixth, the total deduction was
calculated at 45% at a 4.5% marginal tax rate for 1999, generating a $46
mllion tax loss, and the loss for health insurance prem uns on Schedul e-A

was calcul ated to be $14 mllion, generating a total $60 mllion tax |oss.
These steps resulted in a 1999 liability year estimate of an additional $4
mllion tax loss. The |osses computed for fiscal years after 1999/2000 were

fiscalized and grown to reflect a conbined annual growth of 5% (qualified
t axpayers) and 7% (prem uns) based on current historical averages.
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